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The steel strike has posed a new threat to the sta- 
bility of our economy. It came at a time when business 
prospects were beginning to look up: 

@ Retail sales rose 1.2% in the second quarter; 


4 Adjustments in auto and housing markets were be- 
ing worked out; 


@ Business capital expenditures were moving ahead 
8 in strong fashion; 
@ Government spending was on the rise. 


In this atmosphere, the steel strike was bound to 
be an unsettling influence. Its immediate effect is, of 
course, a reduction of production and employment. 
However, the longer term effects may lie chiefly on the 
side of increased inflationary pressures. To appraise the 
problems that may be raised by the strike, it is useful to 
review the broad sweep of recent economic trends. 

For the past 4% years the U. S. has achieved a remark- 
able record of economic growth and stability. In large 
part, that record is due to national economic policies 
that have followed what has been termed “the whistle 
and gong” approach. To illustrate: 


4 In 1953, in response to the whistle of unemploy- 
& ment, the Government moved to cut taxes and the 

Federal Reserve eased credit. These actions helped 
halt the downturn set off by a large cut in defense 
expenditures following the end of fighting in Korea. 


q In late 1955 the gong of inflation began tolling— 
industrial prices rose 3% in five months. The Federal 
Reserve tightened credit, and the Government ran a 
cash surplus of $5 billion in fiscal 1956. 


Before the steel strike, economic activity was mov- 
ing along on a high plateau. Paradoxically, the leveling 
in over-all business was accompanied by signals from 
both the whistle and the gong. 


4 Unemployment (seasonally adjusted) rose from 
2.4 million in February to 2.7 million in June. 


@ Consumer prices went up almost 1% in the same 
period while wholesale prices rose 1.5%. 


In short, the economy seemed poised in delicate bal- 
ance between inflation and deflation. 


The steel strike could upset this balance. In the 
short run, it has swung the balance towards the defla- 
tionary side because of the loss of purchasing power due 
to lay-offs. 

In the longer run, however, the steel strike may again 
sound the gong of inflation. 


4 Shortages are bound to multiply with the shut- 
down of the mills. Shortages boost costs and place 
pressure on prices. 


4 Steel wages are going up, adding to pressure for 
higher wages in other lines. The resulting wage in- 
creases in many lines seem likely to exceed the rise in 
productivity, so unit labor costs will rise—again placing 
pressure on prices. 


4 Steel prices also will go up, placing pressure on 
prices of metal products. 


How far these pressures will spread depends on the 
strength of the recovery in general business after the 
strike and on national economic policies. The available 
evidence points to growing strength in major sectors of 
the economy. 


q Business shows no disposition to cut back capital 
expenditure plans even though some projects may be 
pushed into 1957 by the strike; 


@ Consumer buying may again be accelerated by the 
rise in purchasing power stemming from wage in- 
creases; 


q Government programs—for defense, roads, schools 
and the like—will move ahead despite strike delays; 


Steel inventories in a number of lines will be 
down, leading to a period of restocking. 


Thus, the business situation seems to exhibit great 
underlying strength, despite the steel strike. 


Consequently, it would seem that the note that 
could characterize the period ahead may well be 
struck from the gong of inflation. If so, national eco- 
nomic policy will again face the problem of containing 
inflationary pressures without interfering with the nor- 
mal growth of production and employment. 
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Bank loans have gone up almost $17 billion since Janu- 
ary 1955, the biggest 18 month gain in history. This 
rapid rise in loans has had an important impact both on 
the over-all economy and on the banking system: 


@ It played a key role in supporting the rise in general 
business activity last year; 


@ The contra-seasonal gain in loans this year has been 
a potent factor in sustaining over-all economic activity; 


@ The rise in loans has changed the composition of 
bank assets in a manner that may well influence bank 
loan and investment policy (as well as Federal Re- 
serve operations ) in the period ahead. 


What does the sharp upsurge in bank loans mean for 
the future? While no hard and fast answers can be 
provided, a review of recent trends can furnish useful 
perspective for viewing the future. 


Shifts in Loan Demand 


As a first step, look at the shifts in loan demand in the 
past 18 months. The upsurge in loans during much of 
1955 was particularly strong in the business, consumer 
and mortgage fields. Late in 1955, however, consumer 
and real estate loans began to slow down somewhat, and 
the advance this year has been less than that of 1955. 

In contrast, business loan demand remained exceed- 
ingly strong in the first half of 1956, despite the leveling 
of industrial production. Business was: 


e Adding to inventories at an annual rate of about 
$4 billion; 


© Spending $3.7 billion (29%) more on new plant and 
equipment than a year earlier; 
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e And paying $2.7 billion more in Federal taxes. 


As a result, bank loans to business rose—instead of tak- €) 
ing their usual seasonal drop. axe 


Sale of Governments 


The reserve position of banks was under pressure 
during most of the 1955-56 period. To finance loan ex- 
pansion, therefore, banks had to sell about $13 billion 
in Government securities. This has greatly reduced 
liquidity ratios, and many banks are increasingly reluc- 
tant to reduce portfolios much further. 


Postwar Trends 


For perspective, it should be pointed out that develop- 
ments in the past 18 months fit into the general pattern 
of post-war changes in bank assets. The banking system } 
emerged from World War II with 57% of assets in Gov- 
ernment securities and only 16% in loans. The entire! 
post-war period in banking has been characterized by a | 
shift from investments to loans. 

In the process, consumer loans have shown the most 
spectacular increase. They are up from $2.5 billion in 
1946 to $13 billion today. Real estate loans have grown 
almost as rapidly percentagewise, and somewhat faster 
in absolute amount—they are up $14.5 billion since 1946. 

The recent upsurge in bank loans to business is also 
in line with the broad sweep of post-war banking trends. @ 
Loans in the commercial and industrial category are 2% 
times the 1946 figure. 


Future Prospects 


Business loan trends in the immediate future will, of 
course, be importantly influenced by developments stem- 


Commercial bank deposits have grown 
from less than $35 billion in 1920 to a 
healthy $188 billion at the end of 1955. How- 
ever, their distribution has been changing. 

The share of New York City member 
banks, which held 17% of all deposits in 1925 
and nearly 25% in the 1930’s has fallen to 
15% of the total today. 

Meanwhile, deposits of member banks in 
other large cities are up from 29% of the 
total in 1925 to 38% today. 

The share of all other banks has fallen 
from 54% to 47%. 
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ming from the steel strike. If, as now seems possible, 
metal-working industries will have to rebuild steel in- 
ventories, loan demand from that quarter could again 
be strong by year-end. However, there may be an in- 
terim period during which supply shortages prevent 
inventory rebuilding. In addition, it seems reasonable to 
expect at least the normal seasonal advance from such 
industries as food, tobacco, commodity dealers and re- 
tail trade. 

Basic demand for consumer and mortgage loans has 
remained surprisingly strong—in view of the drop in auto 
sales and new housing starts. If auto sales and housing 
starts pick up late in 1956, loan demand in these cate- 
gories could rise again. 

With regard to the longer run, recent trends in the 
economy seem to support certain observations which 
have a bearing on the general characteristics of loan 
demand over the next few years. 


Consumer Loans 


Instalment and mortgage debt as a whole has been 
rising much faster than consumer income in recent years. 
Part of the rise in the ratio of instalment and mortgage 
debt to consumer income represents a catching-up pro- 
cess from low levels at the end of World War II. Thus, 
while loans in these fields could continue to rise if in- 
comes grow, it is unlikely that they will rise much faster 
than consumer income in the next few years. 


Business Loans 


In contrast, the general trend of business debt seems 
much more in line with the growth of the economy. 
Corporate working capital ratios, taken as a whole, 
still appear conservative. Interest payments on total 
long term and short term corporate debt amounted to 
less than a tenth of income available for debt service 
last year as against one-third in 1929. 

Moreover, demand for business loans may continue 
to show a long term growth. Surveys show that business 
already has plans for unusually heavy capital expendi- 
tures in 1957. 

All in all, longer term prospects for a rise in bank 
loan volume would seem to be favorable. However, the 
composition of loans may shift slowly—business loans 
may rise more than consumer and real estate loans. And 
the pace of the loan advance is likely to be more moder- 
ate than that of the past 18 months. 

How might an increase in loans be financed? In the 
future, banks will undoubtedly finance more of the ex- 
pansion in credit by means of the long-run growth of 
bank deposits and less through the sale of government 
securities than during the last 18 months. 

To make this possible, the Federal Reserve will have 
to provide additional reserves to the banks—in the last 
analysis, probably through a reduction of reserve require- 
ments. One of the most important functions of the Fed- 
eral Reserve system is to insure an adequate money 
supply for the long-run needs of our growing economy. 
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ee RETAIL SALES, which have showed 
mixed trends for nearly a year, picked up 
in May and June. Flash reports indicate 
that June sales (at $16.6 billion) will be 
nearly $1 billion higher than June 1955. 

Auto sales are down; but most other lines 
have been advancing and have more than 
made up the drop in the automobile sec- 
tor. 


SALES of all products of automobile 
dealers are now running only 7% below 
1955's record pace despite a 21% drop in 
2 unit sales of new cars. A strong used car 
market, higher parts sales and continued 
upgrading explain the difference. In new 
car markets evidence is accumulating that 
prospects for the 1957 models will be more 
favorable. Recent surveys show that: 


e A growing number of people are com- 
pleting payments on past auto debt. . . . 


¢ Long-run purchase intentions are 
strong. ... 


e And many consumers expect import- 
ant changes in the 1957 models. 


POLLARS 


oo ; sales have shown mixed trends. 


e Air-conditioning sales for the year 
should be at least 15% better than 1955. 


¢ Furniture sales are doing well, too. 


® But television sales, which rose from 
less than 1 million a year in 1948 to 7.9 ©) 
million a year in 1955, dropped 14% in 
January-May 1956. 
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IL SALES 


FOOD SALES have been doing ex- 
tremely well. 

Economists used to believe that spend- 
ing for food would not rise as fast as our 
long-run increases in income. The theory 
was that people spend more of their in- 
creases in income on luxuries and less on 
the “basic necessities.” 

But this has not been so. Reason: we 
have upgraded our standards of food con- 
sumption. Per-capita calorie consumption 
is down; but our diet is healthier, more ex- 
pensive. Food processing (packaged and 
frozen foods) has shown spectacular gains. 

These trends should continue. 


DEPARTMENT STORE SALES in June 
ran 9% ahead of a year earlier. Evidence 
of upgrading is present here, too. Main- 
floor sales, for example, have been doing 
better than basement sales. 


ON BALANCE, the prospects for retail 
sales are good. Non-durables have been 
strong and rising. 

If durables (particularly autos) turn up 
by year-end, total sales should reach new 
record levels. 
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CLOTHING SALES picked up in May 
and June. But, generally speaking, apparel 
sales have lagged behind consumer income 
in recent years. 

Consumers’ tastes have been shifting 
towards more casual and less expensive 
wear. Sales of women’s blouses, for ex- 
ample, have doubled since 1947, while 
dresses are off nearly 25%. Men's sport 
shirts are up 125%, but suit production has 
declined. 
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Stock prices, after posting spectacular gains in 1954 
and early 1955, have been fluctuating within a broad 
range for some time. A number of temporary uncertain- 
tiesthe general leveling of business, the steel strike, the 
President's illness and his recovery—have influenced re- 
cent price trends. 

These, however, are largely of a short-run nature. For 
a more balanced view, it is also necessary to take a 
longer-term look at the basic factors underlying the mar- 
ket. In the long run earnings, dividends, interest rates 
and the relationships between them are extremely im- 
portant influences on stock prices. 


Stock and Bond Yields 


Investors’ preferences between earnings, dividends, 
and interest payments are based on several criteria: 


© Some investors prefer interest to dividends because 
interest coupons are usually safer than dividends. 


© Other investors prefer dividends to interest be- 
cause dividends normally grow (the long-run aver- 
age has been about 3% a year) while interest pay- 
ments do not. 


e Trends in earnings are also important because they 
affect the course of dividends. 


In general, the relative attractiveness of interest and 
dividend yields is one of the basic factors underlying the 
general level of stock prices. 

How does the relationship between stock yields and 
interest rates look today? At the present time, the ratio 
of dividend yields to interest rates stands at 1.23. This is 
lower than in 1937 or 1946. However, it compares with: 


The Ratio of 
DIVIDEND YIELDS TO INTEREST RATES 


STOCK PRICES 
A Long-Run Perspective 


e An average of 1.2 for the years 1885-1929; 
e A longer run average of 1.4 for 1885-1955; 
e And a postwar average of 1.9. 


In past years, the relationship between stock yields 
and interest rates has been largely determined by the 
degree of stability which investors have anticipated for 
earnings and dividends. When dividends are unstable, 
uncertainty mounts, and stocks tend to yield a good deal 
more than bonds. When dividends are stable, confidence 
increases and the spread usually narrows. 

Over the long-run span of 1885-1929, for example, 
when the American economy experienced considerable 
(though far from complete) stability, the ratio with rare 
exceptions moved within a narrow band of 1.0 to 1.4. 

In the 1930’s however, when the American economy 
suffered a depression several times more severe than any 
it had experienced before, confidence was dealt an ex- 
treme blow. Thus, with rising dividends in the 1940's 
and early 1950’s the ratio rose to unusually high levels. 

The sharp rise in the market in 1954 and 1955 seems 
to have reflected in considerable part a feeling of con- 
fidence that depressions of the 1929-32 variety can be 
avoided. Thus, stock prices have risen, reducing the 
dividend yield and bringing it back more closely to its 
longer run relationship to bond yields. 

Obviously, no single relationship like that between 
stock and bond yields provides a full explanation of 
movements in stock market prices. However, the fact 
that this relationship seems to be in line with experience 
over a long period of years is important in evaluating the 
current level of the market. It’s another illustration of 
the significance of confidence in the business picture. 
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REGIONAL 
MARKETS 


The U.S. Economy Moves 
South and West 


% CHANGE — 1947-1955 
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Some striking changes in the regional make-up of the 
U. S. economy have occurred in the post-war years. Here 
is what has been taking place: 


Regions: The U. S. economy has been moving south 
and west. The percentage rise in income and output 
in these regions has outstripped that of the rest of the 


country by a good margin. 


Reasons: Major reasons have been the growing in- 
dustrialization of the South, and a remarkable influx of 
new population and new industry into the West. 


Results: U. S. markets have become broader and 
more homogeneous; income has become more evenly 
distributed; and the U. S. economy has probably become 
more competitive than ever before. 


The Resurgent South 


The most remarkable changes in income and output 
have occurred in the South. 


® Income there is up more than 60%—largely due to 
the influx of new capital and new industries. 


© Population, however, has remained relatively sta- 
ble. Migration to other areas has about offset the 
natural increase in population. 


© Per capita income, as a result, is up more than 45% 
—the best regional gain in the country. 


Average income in the South still lags behind the 
rest of the country. Per capita income is 35% below that 
of the Pacific states and more than 20% below the national 
average. 

But the South is catching up. Industry is more diversi- 
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fied and the economy is better balanced than ever before. 
As these trends continue, the differential between the 
South and the rest of the country should continue to 
narrow. 


Westward Movement 

The next largest increase percentagewise in output 
and income has occurred in the West. The West's gains 
have come mainly from a skyrocketing population. 

Industry has grown with population—no mean accom- 
plishment. But the South’s dramatic shift from less to 
more productive industries (from farming to durable 
manufacturing) has not been duplicated, partly because 
farming is relatively more efficient in the West. 


The Meaning of Regional Shifts 
Regional shifts are an inevitable outgrowth of a dy- 
namic economy. Regional shifts have meant that: 


© Both capital and labor have tended to move into 
the areas where they are most productive. 

e The problem of the “chronically depressed areas” 
has been lessened by the influx of new industry and 
the outflow of unemployed workers. 

e The living standards of low income groups have 
been raised. 

© The geographical spread of industry has increased 
competition in many areas, leading to better service 
and more favorable prices for customers. 

The regional shifts that we have witnessed in recent 


years are another striking example of the vitality and 
viability of the American economy today. 
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Who keeps him smiling from ear to ear ? 


Read how America’s farmers are able to produce 
the finest corn crops in history. 


To keep Junior, and all America, smil- 
ing from ear to ear, you’ve got to serve 
up more than just succulent corn on 
the cob. 

Nowadays, corn has as many uses 
as an ear has kernels. 

First and foremost, corn is a basic 
feed for livestock. The farmer grows 
special varieties, too, for canning, 
freezing and even popping. And still 
others are made into cereals, ground 
into meal, and turned to industrial 
uses. All in all it added up to more 
than 2% billion bushels in the last 
crop year. 

To produce such a vast harvest, the 


farmer needs help from many people. 
From scientists who develop hybrid 
seeds. From soil specialists who create 
new fertilizers and inoculants. From 
manufacturers who produce ever- 
more-efficient farm machinery. And 
from bankers, too. 

Money from commercial banks is a 
traditional mainstay of corn crop pro- 
duction. Ard the many services of 
banks are indispensable to the distri- 
bution of corn and the daily-use items 
made from it. 

As a matter of. fact, wherever you 
look in American business or industry, 
you'll always find commercial banks 


using their resources and services to 
keep money moving, and to stimulate 
business growth that benefits every- 
body. 

The Chase Manhattan Bank of New 
York, a leader in loans to American 
industry, presents this brief story to 
point up the contribution commercial 
banks are making to the progress of 
our country. 
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